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Introduction
Constructive review and comment is the method employed by
the Committee on Practice Review in seeking to achieve its ob
jective of improving financial reporting. The Committee wants
to employ all means at its command to encourage members of
the American Institute of Certified Public Accountants to fol
low practices which meet the requirements of generally ac
cepted auditing standards and to see that financial statements
on which they report comply with generally accepted account
ing principles. The scope of the Committee’s activities is de
scribed more fully in Practice Review, Self Discipline Through
Education, prepared in 1968 by the staff of the American Insti
tute of Certified Public Accountants.
Since its establishment in 1962 by the Council of the Insti
tute, the Committee on Practice Review has processed over two
hundred audit reports containing various departures from gen
erally accepted auditing standards and accounting principles.
As part of its continuing program of education, the Committee
periodically issues Practice Review Bulletins discussing specific
areas of departures in the reports processed. This is the second
bulletin to be issued.
Institute members are encouraged to submit audit reports
which they consider to be substandard to the Committee for
review and analysis. The individual submitting the report is
never notified of the Committees comments and conclusions per
taining to the report, nor is his identity ever revealed to the
auditor who signed the report in question. The identities of the
reporting auditor and his client are known only to the staff mem
ber of the AICPA working with the Committee on Practice Re
view. The names of the reporting auditor and client are deleted
from the copies of the report and correspondence submitted to the
Committee members for review. Except to acknowledge receipt
of the report submitted to it, the Committee restricts its cor
respondence solely to the reporting auditor and such correspon
5

dence and its case files are kept in the strictest confidence. After
a preliminary review of the report, questions of the Committee
pertaining to what appear to be departures from accepted ac
counting principles or reporting practices are sent to the re
porting auditor for comment. While his response is encouraged,
the Committee does not expect confidential client information
to be revealed without the client’s consent.
Based upon the Committees review and any additional in
formation received from the reporting auditor, a conclusion let
ter is sent to the auditor. The objective of this letter is to inform
the reporting auditor of the Committee’s opinions concerning
departures from accepted practices and to encourage him to
comply with the standards established by the profession. The
emphasis is upon educating the auditor through constructive
comment and the procedure is in no sense disciplinary. As a
matter of policy, the cases are never submitted to the Ethics
Committee and a member of the Committee on Practice Review
may not serve concurrently as a member of the Committee on
Professional Ethics.
Public accounting is continuing to grow in stature as a pro
fession for many reasons—the increasing complexity of business,
the increasing variety of services offered by the CPA, and the
increasing prestige of the CPA resulting from the public’s grow
ing awareness of the role he plays. A profession of high caliber
is identified with a service that is performed by highly skilled
practitioners.
Financial reporting is greatly influenced by the CPA who
express an opinion on the fairness of the presentation of financial
statements in accordance with generally accepted accounting
principles. The unbiased judgment of the independent CPA is
the bench mark necessary for the reader of financial statements
to form his own objective conclusions on the financial position
and results of operations of an enterprise.
Through its various Committees, the AICPA has issued in
dustry audit guides for such specialized fields as brokers or
dealers in securities, fire and casualty insurance companies, con
struction contractors, savings and loan associations, voluntary
health and welfare organizations, banks and personal financial
statements. Other audit guides are in process to aid the profes
sion in maintaining its high standards of auditing and reporting.

6

Comments furnished by the Committee on Practice Review to
members of the AICPA who appear to lack adequate under
standing of generally accepted auditing standards and account
ing principles are another means of assisting the profession in its
overall program of eliminating substandard reporting.
It is important to note that the Committee on Practice Review
does not establish auditing standards and accounting principles,
but deals with existing ones. Establishment of new standards
and principles and resolution of any controversial points per
taining to their implementation are the respective responsibilities
of the Committee on Auditing Procedure and of the Accounting
Principles Board.
Continued improvements in financial reporting should not be
restricted to the efforts of AICPA Committees. The cooperation
of all members of the profession is needed. Every CPA should
assume the responsibility of being continuously alert for possible
departures from professional standards that may warrant the re
view of the Committee on Practice Review. The strengthening
of our profession requires everyone to participate actively.

7

CHAPTER I

Purpose and Scope
The purpose of this bulletin is to report, for the information
of the AICPA membership in general, some of the principal
types of departures from generally accepted auditing standards
and accounting principles that have come to the Committee’s at
tention in the cases processed since the issuance of Practice Re
view Bulletin No. 1 in September, 1966. The Council of the
Institute has charged the Committee with the responsibility for
publishing its conclusions as an extension of its educational role.
In carrying out this charge, the Committee does not disclose the
identity of the reports it has reviewed.
This Bulletin No. 2 encompasses 89 report cases involving
186 departures from generally accepted auditing standards and
accounting principles. The following table indicates the fre
quency of departures and the areas in which they occurred:
Standards of reporting:
Generally accepted principles of accounting
Consistency
Adequate informative disclosure
Expression of opinion
General standards
T o ta l

16
17
74
75
4
186

In reviewing a case, the Practice Review Committee generally
has available for consideration only the audit report and such
additional information as may be submitted by the reporting
auditor in response to the Committee’s questions. Thus, it is not
surprising that the Committee’s observations of departures from
general standards were few in number and that its attention was
focused primarily on standards of reporting.
9

CHAPTER II

The First Standard
of Reporting
The first standard of reporting reads:
The report shall state whether the financial statements are
presented in accordance with generally accepted principles of
accounting.
A number of annual reports were submitted to the Committee
on Practice Review in which the financial statements contained
departures from generally accepted accounting principles but
the reporting auditor expressed an unqualified opinion. Chapter
10, paragraph 37 of Statements on Auditing Procedure No. 33
states:
Whenever financial statements deviate materially from gen
erally accepted accounting principles, the issuance of a quali
fied opinion or an adverse opinion is required by the first re
porting standard. Thus, when the independent auditor believes
the presentation of a material item to be at variance with gen
erally accepted accounting principles, he should qualify his
opinion or, if he regards the effect of such variance as suffi
ciently material, express an adverse opinion. The basis for the
qualified or adverse opinion should be clearly stated.
Assets Carried at Appraisal Values

One company wrote-up its land account to reflect an unrea
lized increment in value. Similarly, another company, which had
a parcel of land to be utilized in a prospective real estate de
velopment, wrote-up the land to reflect an unrealized increment
in value based upon the report of an appraiser. To make mat
ters worse in the latter case, the notes to the financial statements
10

stated in error, that all properties, including land, were carried
at cost. These presentations of land at appraised value were con
sidered to be departures from Accounting Principles Board Opin
ion No. 6, paragraph 17, which states:
The Board is of the opinion that property, plant and equip
ment should not be written up by an entity to reflect appraisal,
market or current values which are above cost to the entity.
This statement is not intended to change accounting practices
followed in connection with quasi-reorganizations or reorgani
zations. ...
The effect on financial statements of the write-up of assets to
reflect appraisal values or for any other reason should be dis
closed by the independent auditor in his report which should
also contain either a qualified or an adverse opinion depending
upon the materiality of the amounts involved.

Inventory Usage Not Recognized

Shrinkage in a company's operating supplies inventory result
ing from normal usage was not recorded by the company al
though such shrinkage was disclosed in a footnote. The auditor’s
report was not qualified. The Committee was of the opinion that
a cost of this nature should have been reflected in the financial
statements and that, failing this, the auditor should have quali
fied his opinion.
Omission of Provision for Deferred Income Taxes
A company did not provide for deferred income taxes in a year
in which there was an excess of depreciation taken for tax pur
poses over the book depreciation. The independent auditor did
not qualify his opinion. The case was of the kind referred to
in Accounting Research Bulletin No. 44 (Revised), paragraph 4:

There may be situations in which the declining-balance method
is adopted for income-tax purposes but other appropriate meth
ods are used for financial accounting purposes. In such cases,
accounting recognition should be given to deferred income taxes
if the amounts thereof are material....
11

Opinion No. 11 of the Accounting Principles Board on Account
ing for Income Taxes, which was issued in December 1967, con
tains subsequent pronouncements on this subject.
Another company made no provision for deferred income
taxes where all of the profit from real estate sales was recog
nized in the financial statements at the time of sale but the trans
action was reported on the installment basis for tax purposes.
In each of these cases it was the view of the Committee that
the auditor should have qualified his opinion.
Other Departures From Generally Accepted
Accounting Principles

There were other cases reviewed by the Committee that con
tained departures from generally accepted accounting prin
ciples. Typical cases were as follows:
1. A provision for loss was not made for an investment in a
subsidiary where that investment had become impaired and
the impairment was not clearly of a temporary nature.
2. Significant amounts of depreciable equipment were charged
off in the year of purchase without regard to useful life.
3. Stock dividends were capitalized at par value instead of
market value as called for in Accounting Research Bulletin
No. 43, Chapter 7, Section B, paragraph 10.

12

CHAPTER III

The Second Standard
of Reporting
The second standard of reporting reads:
The report shall state whether such principles have been con
sistently observed in the current period in relation to the pre
ceding period.
The relationship that exists between comparability and con
sistency is explained in Statements on Auditing Procedure No.
33, Chapter 8, paragraphs 5 and 6:
In general, comparability of financial statements as between
years is affected by changes arising from: (a) a change in ac
counting principles employed, (b) changed conditions which
necessitate accounting changes but which do not involve changes
in the accounting principles employed, and (c) changed con
ditions unrelated to accounting.
Only the first of these three classes involves the consistency
standard and therefore only changes of this class having a ma
terial effect on the financial statements require recognition in
the independent auditor s opinion as to consistency. Changes of
the second and third classes having a material effect on the
financial statements will not ordinarily be commented upon in
the independent auditor's report. However, fair presentation may
require their disclosure in the notes to the financial state
ments. ...
The Committee reviewed a number of cases that included de
partures from the consistency standard. The following cases il
lustrate the departures:
13

Comparability Affected by Change In Accounting Practice

A company followed the practice of capitalizing all product
development and engineering costs and amortizing them over a
period of five years. After following this policy for some years,
it was decided to charge these costs to expense as incurred
while continuing to amortize the costs already capitalized. Al
though the auditor qualified his opinion as to consistency,
neither the notes to the financial statements nor the auditor’s re
port disclosed the effect on net income. The Committee be
lieved that the auditor had not complied with SAP No. 33, Chap
ter 8, paragraphs 15 and 16, which states:
When a change has been made in the accounting principles
employed during the year or years the independent auditor is
reporting upon... and the change has a material effect upon
financial position or results of operations, he should refer in his
opinion paragraph to a note to the financial statements which
adequately describes the change and its effect, or describe ade
quately in his report the nature of the change and its effect.
Where the change affects net income, the disclosure should in
clude the amount by which net income is affected after con
sideration of related income taxes.
Ordinarily, the disclosure would give the amount by which
the current year’s net income was affected as a result of the
change; however, there may be instances where the effect the
change would have had on the prior year’s net income would
be considered an appropriate disclosure.
It was the Committee's opinion that the qualification of the
opinion in the case cited justified a presumption of materiality.
However, the Committee was also of the view that if the amount
was not material, that fact should have been disclosed in order
to clarify the uncertainty created by referring to the change
without disclosing the effect on net income.
Comparability A ffected by a Pooling of Interests

During the year, a corporation exchanged a large number of
its shares of common stock for substantially all the outstanding
shares of common stock of another corporation in a transaction
that was accounted for as a pooling of interests. A footnote to
the financial statements described the transaction and its ef14

fect upon the results of operations for the prior year. However,
comparative financial statements were presented and the
prior year was not restated to reflect the pooling as required
in APB Opinion No. 10. The independent auditor did not in
clude a consistency qualification in his report even though the
pooling had a material effect on the financial statements. As
stated in APB Opinion No. 10, paragraph 5:
When a combination is considered to be a pooling of inter
ests, statements of results of operations issued by the continuing
business for the period in which the combination occurs should
include the combined results of operations of the constituent
interests for the entire period in which the combination was
effected__ Results of operations, balance sheets and other his
torical financial data of the continuing business for periods
(including interim periods) prior to that in which the com
bination was effected, when presented for comparative pur
poses, should be restated on a combined basis. In order to show
the effect of poolings upon their earnings trends, companies
may wish to provide reconciliations of amounts of revenues and
earnings previously reported with those currently presented.
Combined financial statements of pooled businesses should be
clearly described as such, and disclosure should be made that
a business combination has been treated as a pooling.
The effect of a pooling of interests must be considered in the
presentation of the results of operations and earnings per share
of years prior to the pooling. An unqualified opinion on con
sistency can only be expressed on statements that give proper
recognition of the effect of a pooling. Paragraph 35 of Chapter 8
of SAP No. 33 states that:
... Comparative financial statements which do not give appro
priate recognition to the pooling are not presented on a con
sistent basis. The inconsistency arises, in this case, not from a
change in the application of an accounting principle in the cur
rent year but from the lack of such application to prior years.
Accordingly, in order to avoid a misleading inference which
might otherwise arise, the independent auditor should refrain
from the use of the expression “on a basis consistent with that of
the preceding year” whenever comparative statements are pre
sented in which prior years’ operating statements of the con
stituents have not been appropriately combined or shown sepa
rately. In such instances he should disclose in his report the lack
of consistency and describe, or refer to a note to the financial
15

statements which describes: (1) the nature of the pooling and
(2) the effect of the pooling upon results of operations of all
prior years presented.
Presentation of single-year statements should incorporate a
footnote to the financial statements that discloses the pooling
transaction and states net income for the preceding year either
separately or combined. Appropriate comments should be in
cluded in the accountants report if such disclosure is not made.
Wording of Consistency Phrase

The Committee reviewed a number of cases in which the
wording of the auditor's report, as it applied to consistency,
departed from general practice. In one case, the auditor omitted
from his report any reference to consistency. As the financial
statements were not those of a newly organized company, this
omission failed to comply with the second standard of reporting.
A number of auditors used the phrase “consistently applied”
when reporting upon the current year only. Paragraph 14, Chap
ter 8 of SAP No. 33 states:
The consistency standard is aimed at comparability of the
financial statements of the current year with those of the pre
ceding year (whether presented or not) and at comparability
of all financial statements presented in comparative form. When
the independent auditor’s opinion covers the statements of two
or more years, there is generally no need to disclose an incon
sistency with a year prior to the years for which statements are
being presented. Accordingly, the phrase “on a basis consistent
with that of the preceding year” is ordinarily inapplicable when
ever the opinion covers two or more years. Instead, language
similar to “consistently applied during the period” or “applied
on a consistent basis” should be used.
However, where only one year is reported upon, words such as
“on a basis consistent with that of the preceding year” are re
quired. In many cases reports including statements for the cur
rent year only will be compared by the user with the cor
responding report of the prior year; to tell him that the account
ing principles within each year were consistently applied is not
a substitute for telling him whether or not they were consistently
applied as between the years. (The Committee draws attention
16

to ARB No. 43, Chapter 2, Section A which urges the presenta
tion of comparative statements except in unusual circumstances.)
Effective communication is essential in audit reports. The
independent auditor must be extremely careful in wording his
report so that his meaning is clear and exact and any misleading
implications are avoided.

17

CHAPTER IV

The Third Standard
of Reporting
The third standard of reporting reads:
Informative disclosures in the financial statements are to be
regarded as reasonably adequate unless otherwise stated in the
report.
Informative disclosures in addition to the usual statements by
account classification sometimes are needed for a fair presen
tation of financial statements. Such information may be included
in the body of the financial statements through a parenthetical
notation, or by footnote. The Committee on Practice Review con
sidered a number of cases that appeared to lack adequate in
formative disclosure.
Details of Long-Term Liabilities

The Committee noted frequent absences of informative dis
closure regarding important details of long-term liabilities. Chap
ter 9 of SAP No. 33, paragraph 2, describes the type of disclosures
that usually are considered essential for informative financial
statements. In addition, AICPA Accounting Research Study No.
7, “Inventory of Generally Accepted Accounting Principles for
Business Enterprises” enumerates the important provisions of
long-term liabilities which should be disclosed either in the
balance sheet or related footnotes.
Some of the matters pertaining to long-term debt that usually
should be disclosed (if applicable) are:
18

1.
2.
3.
4.
5.
6.
7.
8.
9.

Amounts authorized but not yet issued.
Interest rates.
Due dates of debt installments.
Pledged property.
Sinking and maintenance funds.
Maintenance of working capital requirements.
Dividend restrictions.
Convertible features.
Defaults of principal or interest.

Presentation of Stockholders' Equity

A recurring problem encountered was the failure to disclose
the components of stockholders’ equity and changes in the
amounts of capital accounts. Adequate disclosure normally re
quires each class of stock to be shown separately in the finan
cial statements or notes thereto, with the number of shares
authorized, issued and outstanding, their par or stated value,
call or redemption provisions and any preferences as to divi
dends.
An interesting approach to disclosing such information may
be found on page 192 of AICPA Accounting Research Study
No. 7, “Inventory of Generally Accepted Accounting Principles
for Business Enterprises.”

Valuation of Marketable Securities and Inventories

In far too many cases financial statements did not reveal the
basis for the carrying value of marketable securities and inven
tories, or the quoted market value of such securities where they
were carried at cost. Paragraph 9, Chapter 3, Section A of ARB
No. 43, states, in part:
... It is important that the amounts at which current assets are
stated be supplemented by information which reveals, for tem
porary investments, their market value at the balance-sheet date,
and for the various classifications of inventory items, the basis
upon which their amounts are stated and, where practicable,
indication of the method of determining the cost—e.g., average
cost, first-in first-out, last-in first-out, etc.
19

Plant and Equipment and Accumulated Depreciation

In one case the plant and equipment were described as being
carried at “net book value.” No disclosure was made as to
whether this represented cost less accumulated depreciation (the
amount of which should also be disclosed), or some other basis.
Paragraphs 4 and 5 of APB Opinion No. 12, cover the latest pro
nouncements on disclosure of depreciable assets and depreci
ation.
Other Areas Requiring Disclosure

The Committee's attention was directed to other instances
where significant information was omitted from financial state
ments. Although these omissions were less frequent, they still
appear to warrant attention by independent auditors:
1. No disclosure regarding the nature of a tax provision which
was comprised entirely of deferred Federal income tax.
2. No disclosure of a significant Federal income tax loss carry
forward.
3. No disclosure of the assets pledged as collateral for notes
payable which were described as being secured.
4. No disclosure of operating revenues and related operating
and administrative expenses in the income statement.
5. No disclosure of the nature or the components of a ma
terial amount of nonoperating income.
6. Inadequate disclosure of the following:
a. reserve accounts included in unappropriated surplus.
b. deferred assets and related amortization.
c. investments (nature, and whether current or long
term).

20

CHAPTER V

The Fourth Standard
of Reporting
The fourth standard of reporting reads:
The report shall either contain an expression of opinion re
garding the financial statements, taken as a whole, or an asser
tion to the effect that an opinion cannot be expressed. When an
over-all opinion cannot be expressed, the reasons therefor should
be stated. In all cases where an auditor's name is associated
with financial statements the report should contain a clearcut
indication of the character of the auditor's examination, if any,
and the degree of responsibility he is taking.
The following sections discuss some of the areas of departure
from the fourth standard of reporting which came to the atten
tion of the Committee.
Association o f Auditor's Name With Financial Statements

The following are examples of association of an independent
auditor’s name with financial data that were brought to the at
tention of the Committee.
A parenthetical notation was made under the caption "Con
solidated Balance Sheet” in an annual report as follows: “As
audited b y ..........................Company.” The President’s letter to
the shareholders also indicated that an audit had been made by
the firm named in the parenthetical notation. However, the in
dependent auditors opinion did not appear in the report. The
Committee was advised by the audit firm that they had not
been consulted regarding the association of their name with the
financial statements in the annual report. A number of similar
instances have been referred to the Committee.
21

A company terminated the services of an independent audi
tor but requested that the auditor work with the succeeding firm
in completing the current examination and the reports that had
to be submitted to various regulatory agencies. The company
associated the name of the terminated auditor with the current
year’s financial statements without his authorization.
A prospectus incorporated financial data prepared with the
assistance of the company’s independent auditors and upon
which they had reported. A change was made in the presenta
tion of the prospectus which led to changes in terminology and
a condensed form of statement presentation that failed to bring
out certain financial information contained in the original state
ments. The auditor gave the company permission to associate
his name with the financial data but neglected to require that
proofs be submitted for his review and clearance before issuance
of the prospectus.
The foregoing are typical of examples of improper association
of a CPA’s name with financial statements. The Committee be
lieves that each accounting practitioner, as a matter of profes
sional care, should arrange to obtain and proofread all financial
data with which his name is to be associated in any report.
One report was reviewed where the auditor had authorized a
reference to himself as follows:
The information shown herein has been summarized by the
---------------------- Corporation from financial records audited
by ---------------------- as of June 30, 19—
A copy of the audited report is on file in the Corporation’s
offices.
The Committee concluded that, although the wording does
attempt to indicate that the financial data in the annual report
was prepared by management and the independent auditor was
not taking responsibility, the auditor’s name was nevertheless
being associated with the financial data presented by stating
that the auditor did audit the financial records. The Committee
believed that this form of association was undesirable. It recom
mended a discontinuance of such a notation as the distinction
between audited financial statements and financial information
summarized from audited records is so fine that it would only
be recognized by the most sophisticated reader of financial state
22

ments. The Committee suggested the following alternative:
The information shown herein has been summarized by the
Company from its financial records. A copy of the certified
public accountant’s annual report is on file in the Company’s
offices.
In September, 1967, the Committee on Auditing Procedure is
sued Statement on Auditing Procedure No. 38, Unaudited Finan
cial Statements. One of the objectives of the pronouncement
was to define the term “associated with” as contemplated in the
fourth standard of reporting in connection with unaudited finan
cial statements. Paragraph 3 of Statement on Auditing Procedure
No. 38 reads as follows:
A certified public accountant is associated with unaudited
financial statements when he has consented to the use of his
name in a report, document or written communication setting
forth or containing the statements. Further, when a certified
public accountant submits to his client or others, with or with
out a covering letter, unaudited financial statements which he
has prepared or assisted in preparing, he is deemed to be
associated with such statements. This association is deemed to
exist even though the certified public accountant does not ap
pend his name to the financial statements or uses "plain paper”
rather than his own stationery. However, association does not
arise if the accountant, as an accommodation to his client,
merely types on “plain paper” or reproduces unaudited finan
cial statements so long as he has not prepared or otherwise
assisted in preparing the statements and so long as he submits
them only to his client.
Unauthorized Association With Supplementary
Financial Data

A related problem frequently considered by the Committee
is the association of an independent auditor’s name in annual
reports with supplementary financial data which he has not ex
amined and upon which he is not reporting. The placement in
printed reports of such supplementary financial data as operating
statistics, product-line disclosure and historical summaries could
lead a reader to infer that the auditor’s report covers this data.
The Committee recommends that the auditor identify the state
ments he is reporting upon so that it is clear what financial in
23

formation his opinion covers. The Committee also recommends
that an auditor arrange with his client to obtain and read all
proofs of any printed reports which will include his opinion, not
only to insure that the financial statements are identical to those
upon which he is reporting, but to satisfy himself that no mis
leading inferences can be drawn from the format of the printed
report as to what financial information is covered by his opinion.
Standard Short-Form Report

The Committee reviewed a number of cases in which the
wording of the recommended short-form auditor’s report was
not used. The following are some examples which came to the
Committee’s attention:
1. We hereby certify, that we have audited the books and
records o f .......................... Company for the year ended
December 31, 19.. and that, the above Statement of Re
sources and Liabilities correctly reflects the true financial
condition of the company as of that date.
2. The foregoing statement of financial position and the ac
companying statement of operating income and expenses
truly set forth, in our opinion, the financial condition of
...................... Corporation on a consolidated basis, as of
June 30, 19. . and the results of its operation for the fiscal
year ended June 30, 19...
3. I have annexed the following Balance Sheet as of October
3 1 , 19. . from the books and records o f ........................, Inc.
In my opinion, said Balance Sheet presents fairly the
financial position of the company as of October 31, 19...
A “short-cut” approach was taken by one auditor who indicated
the extent of his responsibility by adding to a consolidated bal
ance sheet the words “Certified Correct” and his name.
After years of most careful study, the accounting profession
adopted the following scope and opinion paragraphs for the
short-form of the independent auditor’s report; these were re
produced in paragraph 6, Chapter 10 of SAP No. 33:
We have examined the balance sheet of X Company as of
June 30, 19— and the related statement(s) of income and
retained earnings for the year then ended. Our examination was
24

made in accordance with generally accepted auditing standards,
and accordingly included such tests of the accounting records
and such other auditing procedures as we considered necessary
in the circumstances.
In our opinion, the accompanying balance sheet and state
ment(s) of income and retained earnings present fairly the
financial position of X Company at June 30, 19—, and the re
sults of its operations for the year then ended, in conformity
with generally accepted accounting principles applied on a
basis consistent with that of the preceding year.
The Committee found that the majority of departures from
the standard wording of the short-form report were in three
areas: (1) the scope paragraph did not refer to generally ac
cepted auditing standards, (2) the opinion paragraph did not
state whether the financial statements were presented in con
formity with generally accepted accounting principles and (3)
the opinion paragraph did not state whether the statements were
presented on a basis consistent with that of the preceding year.
The Committee cannot urge too strongly the use of the word
ing of the standard short-form report as recommended by SAP
No. 33 in all cases in which it is applicable. Uniformity in the
wording of the report is important both to the independent audi
tor and to readers in order to avoid any possible misunderstand
ing as to the meaning of the report.
Degree o f Auditor's Responsibility

The Committee reviewed cases in which independent auditors
did not indicate the extent of responsibility they were taking
for the financial data covered by their reports.
In the first paragraph of his long-form report, one independent
auditor stated that an examination was made of a Company's
assets and liabilities and that the balance sheet fairly presented
the financial position of the company as of a certain date. The
report followed with a comparative balance sheet, comments per
taining to some of the accounts shown therein, and a compara
tive statement of operations. The report ended with the follow
ing opinion:
Subject to the aforementioned comments and the extent of
our examination we believe that the accompanying Financial
Statements fairly represent the financial position o f---------------25

on March 31, 19— and the results from operations for the
fiscal year ended on that date.
Although the independent auditor gave an opinion on the results
of operations, there was no indication within his report that the
scope of his examination included revenues and expenses. In ad
dition, the “subject t o . . . ” clause implied a qualification the
nature of which was not clear.
One auditor expressed an opinion which stated:
In my opinion, the financial position o f -------------------------is good and the operations during the year ended--------- have
been on a sound financial basis.
The auditor obviously did not use the standard language as indi
cated in paragraph 6, Chapter 10 of SAP No. 33. Furthermore,
he did not refer to the organization’s financial statements but
only to its financial position and operations. Also, it will be ob
served there was no indication in the audit report that an ex
amination of any kind had been made.
It is essential that an auditor indicate the scope of his work
in order that readers of financial statements know whether or
not he has examined the financial statements with which his
name is being associated.
Unaudited Financial Statements

An independent auditor did not examine a company's finan
cial statements but reviewed the internal control system and is
sued the following to the Board of Directors:
We have reviewed the internal control, the internal audit
department, and the internal auditing procedures o f -------------.
The purpose of our review was to determine the effectiveness
of the present system of internal control and the adequacy of
internal audit procedures. Our review included an examina
tion of the existing audit program followed by the internal
audit department and a study of the major commercial depart
ments and certain selected branches. We did not make any ex
amination, as such, of the financial statements o f------------------which appear in this annual report and express no opinion
thereon.
In our opinion, as set forth in our detailed report, the in26

ternal audit procedures and the system of internal control re
viewed by us are adequate.
The annual report of the Company contained this report but
no auditor's opinion was expressed on the financial statements.
The Committee on Practice Review believed that, since the fi
nancial statements were unaudited, the inclusion of the special
report in the annual report was not good reporting practice. A
copy of the report with all names deleted was forwarded to the
Committee on Auditing Procedure for its opinion on the matter.
A majority of the members of the Committee on Auditing Pro
cedure believed that the case was not a violation of the fourth
standard of reporting at the existing time because of the lack of
a definition of the term “associated with” as included in the
fourth standard. However, it was the consensus of that Com
mittee that publishing the auditor’s report on internal control
in an annual report where the financial statements were un
audited was an undesirable practice which might lead to mislead
ing inferences by the reader.
Auditor's Comments Included in Notes to
Financial Statements

The scope of an independent auditor’s examination should
not be stated or implied in the footnotes to the financial state
ments. Footnotes are an integral part of the financial statements
which are the representations of the client and should not con
tain comments by the CPA pertaining to the scope of his ex
amination or his opinion on the adequacy of financial statement
presentation.
For example, the Committee reviewed a case in which the
last sentence of a footnote on notes receivable read as follows:
"We did not attempt to ascertain the amount of the credit toward
the other two notes of $ ..............each.” The sentence appeared
to be a comment of the independent auditor instead of the
client.
In another case, a change was made in an accounting practice
and disclosed in a footnote to the financial statement. The last
sentence of the footnote included the phrase, “which we ap
prove” and again appeared to be a comment by the independent
auditor rather than a representation of the client.
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CHAPTER VI

The General and
Field Work Standards
Because the Committee generally has only the audit report
and any additional information that may be submitted by the
reporting auditor, it is usually difficult for the Committee to
ascertain the existence of departures from auditing standards
pertaining to field work. During the period covered by this bul
letin, no departures from the field work standards were noted by
the Committee.
Departures from the general standards were noted where some
auditors did not review their reports with sufficient care before
they were issued to clients. These were reports released with
misspellings and errors in the mathematical computations. They
not only exhibit lack of care, but also tend to reflect adversely
on the profession and particularly on the CPA involved. The
third general standard states:
Due professional care is to be exercised in the performance
of the examination and the preparation of the report.
Dating the Report

The dating of the independent auditors report is an important
matter. The Committee observed a number of cases in which
the date of the independent auditor’s report was omitted. Para
graphs 15, 16 and 17 of Chapter 11 of SAP No. 33 state:
In general, the date of completion of all important audit pro
cedures should be used as the date of the independent audi
tors report. In most cases this date will coincide with the com
pletion of his work in the client's office,
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In those cases in which the independent auditor’s report is
dated substantially later than the date of completion of all im
portant audit procedures, the independent auditor may find it
desirable to state that his report is based on an examination
which was completed at an earlier date. However, he may find
it practicable and consider it preferable to continue inquiry (but
not examination) up to the date of his report and avoid the
necessity of a special comment as to the date.
Long-form reports are often prepared at a date subsequent
to the issuance of the short-form report from data obtained dur
ing the examination which was the basis for the issuance of
his short-form report or opinion. It is the practice of many
independent auditors to give the long-form report a date the
same as the date of the short-form report for the purpose of
removing any intimation that further audit work has been
done...
Independence

The second general standard states:
In all matters relating to the assignment an independence in
mental attitude is to be maintained by the auditor or auditors.
One report stated in the scope section that the examination
was made in accordance with generally accepted auditing stan
dards. The third paragraph of the report noted that the audit
firm would not be considered independent under the Code of
Professional Ethics of the AICPA because two partners of the
firm owned some of the outstanding common stock. It was also
stated that the stock was disposed of prior to the date of the
report in a transaction that did not result in a profit or a loss to
the two partners. In such circumstances, the Committee recom
mends that Rule 1.01 of the Code of Professional Ethics and
Opinion No. 15 of the Committee on Professional Ethics be care
fully considered.
Rule 1.01 of the Code of Professional Ethics states that an
auditor may express an opinion on the financial statements of a
company only if he is independent with respect to the enter
prise. He must not be associated with the company as an in
vestor, promoter, underwriter, director, officer or employee dur
ing the audit engagement or at the time he expresses an opinion.

29

CHAPTER VII

Summary and Conclusion
Practice Review Bulletin No. 1 covering the Committee's op
eration from 1962 through 1964 included 87 cases with 151 de
partures from accepted reporting practices. This Bulletin cover
ing the period 1965 through 1967 includes 89 cases with 186
departures. Those cases reviewed by the Committee which have
been included in this Bulletin have been selected as being a
representative cross section of the problem areas that should be
of interest and educational value to all independent auditors.
The continued successful operation of the practice review
program requires the submission of more reports for the Com
mittee’s review. It is important that all members of the Institute
recognize the importance of maintaining and strengthening the
standards of the profession. The Committee urges all Institute
members and other interested parties to support its work by
continuing to submit reports that may appear to depart from
accepted auditing standards and accounting principles.
Members should not refrain from sending reports to the
Committee in the mistaken belief that they may be casting a
shadow on the work of their fellow practitioners. It cannot be
emphasized too strongly or too often that the work of the Com
mittee is solely educational. The submission of a report as to
which there is a question can only be of benefit to the auditor.
Comments on his report by the Committee on Practice Review
will be of a constructive nature directed towards the elimination
of substandard practices and the protection of the independent
auditor’s professional career.
If a member has any doubt concerning an audit report that
he has issued, he may forward the report to the Committee for
its consideration. This service should be of value to an auditor
when he has had to deal with a special reporting problem. The
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report will be reviewed in the same manner as though it had
been submitted to the Committee by a third party. If the report
appears to contain departures from accepted practice, the Com
mittee will so advise the reporting auditor.
It must be emphasized, however, that these must be issued
reports since the Committee is not organized to furnish a con
sultation service. Consultation is available in most State Society
programs or from the Institute’s Technical Information Service.
Members of the Committee on Practice Review have found
through their own experience the beneficial value to be derived
from periodically rereading accounting and auditing literature.
Certain AICPA publications are utilized frequently by the Com
mittee in their review of annual reports and should be a part
of every independent certified public accountant’s library:
1. Statements on Auditing Procedure No. 33 and subsequent
statements.
2. Final edition of Accounting Research and Terminology
Bulletins.
3. Opinions of the Accounting Principles Board.
4. Industry audit guides published by the AICPA.
Progress in maintaining high professional standards can only
be achieved through the awareness and cooperation of all mem
bers. The end result will be continued enhancement of ac
counting as a profession.
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